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Budget Driver: Federal Funds

At $182.2 billion, Texas’ two-year budget
dwarfs most other states by comparison.'
In fact, Texas will outspend all but two oth-
er states—California’ and New York'—in
fiscal years 2010 and 2011.2

To pay for all that state spending, officials
rely on five sources of revenue: taxes, fees,
the federal government, the lottery, and
interest income.’ Of these major revenue
sources, taxes* contribute the most to state
coffers—just over 40 percent—but another
revenue source is beginning to challenge
taxes for the top spot: the federal govern-
ment.*

Currently, aid from the federal government
accounts for over one-third of the All Funds
budget, or about $65.5 billion of the $182.2
billion total.” This, compared to the $77.7
billion in estimated tax revenue, makes
federal funding a close second in terms of
revenue.

As such a large source of funding, several
questions arise. Have federal funds always
played such a prominent role in the states
budget? Where are these funds being spent?

And what are the consequences, if any, of
relying so heavily on federal aid?

To answer these questions and better un-
derstand the impact of federal funds on
Texas, this research examines the current
state of federal funding and the role it plays
within the state budget.

Growth of Federal Funds in the State
Budget

Texas’ reliance on federal funds—which
include grants, payments, and reimburse-
ments from the federal government to state
agencies—has seen a marked increase over
the past several biennia.®

Since 1994-95, federal funds have grown
from $22.3 billion to $65.5 billion in the
current biennium—an increase of 294 per-
cent.® As compared to the overall growth in
the budget, 260 percent, and the growth of
the state’s own resources,” 244 percent, the
increase in federal aid has surpassed both
over the same period.’

As a percentage of the total budget, fed-
eral funds were approximately 32 percent

continued on next page

" California’s estimated All Funds total for FY 2010 and FY 2011 is $189.8 billion. Figures do not include Governor

Schwarzenegger’s proposed budget solutions.

" New York estimated All Funds total for FY 2010 and FY 2011 is $267.1 billion. Figures include the FY 2010

revised total and the FY 2011 proposed total.

“For the 2010-11 biennium, the three largest tax revenue sources were the sales tax, $43.8 billion, the revised
franchise tax, $8.7 billion, and the motor fuel tax, $6.3 billion, according to the Legislative Budget Board.

s For a more comprehensive definition of Federal Funds, please refer to the Senate Research Center's Budget 101:
A Guide to the Budget Process in Texas, http://www.senate.state.tx.us/SRC/pdf/Budget101-2009-web.pdf.

™ State funds include the General Revenue Fund, the General Revenue-Dedicated Fund, and Other Funds.
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in 1994-95 and experienced a slight decline over the next
three biennia. Then, in 2000-01, the percentage of federal
funds in the state budget began to rise from 28.2 percent
to its current level of 36 percent. Until recently, each bi-
ennial budget has seen a 1-2 percentage point increase in
the percentage of federal funds. However, the share actually
dipped in 2008-09.

Federal Funds in the 2010-11 Budget

For the current budget, federal funds constitute 36 percent, or
$65.5 billion, of total appropriations.® This marks an increase
of $10.5 billion, or 19 percent, above federal fund appropria-
tions for the 2008-09 budget. Much of this gain comes from
the American Recovery and Reinvestment Act.*

Of the $65.5 billion in current federal aid, Health and Hu-
man Services agencies were by far the biggest recipients
with an estimated $36.6 billion—or more than half the total.
Most of the $36.6 billion, or 61.4 percent, is directed at the
Health and Human Services Commission which oversees
Medicaid and the Childrens Health Insurance Program.’

The second largest area of federal financial aid, public and
higher education, totaled $15.6 billion, of which the bulk—
upwards of 95 percent—was sent to the Texas Education
Agency."”

The third largest area, Business and Economic Devel-
opment, totaled approximately $10.6 billion in federal
funds—an increase of approximately 8 percent over the

* According to the Legislative Budget Board's “Fiscal Size-up,'the American Recovery and Reinvestment Act provided Texas with $12 billion in federal

funds for the 2010-11 biennium, http://www.lbb.state.tx.us/Fiscal_Size-up/F

iscal%20Size-up%202010-11.pdf.
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last budget’s total. Within the Business and Economic De-
velopment function, two agencies received the majority of
federal funding—the Texas Department of Transportation
and the Texas Workforce Commission. Together, these two
agencies received almost 90 percent of Business and Eco-
nomic Development federal funds."

Consequences of Greater Federal Involvement

All of this is to say that the role of the federal government
in the state’s fiscal and policymaking decisions is big and
getting bigger.

Now, for some, it may be tempting to dismiss the federal gov-
ernment’s expanding role in the state’s budgeting affairs as
nothing more than good fortune; but as previous academic
research and experiential knowledge have proven, “free”
federal dollars come with a price and a high level of depen-
dency on federal aid yields unintended consequences. They
include:

Negative Economic Growth: In their research, Do Fed-
eral Matching Funds Inhibit State Growth, Rossen Val-
chev and Antony Davies estimate the impact on Texas’
Gross State Product (GSP) from a relatively small in-
crease, 1 percent, in Federal Matching Funds over a 1
and 10-year period.

“To put these numbers in perspective: Texas has a GSP
of approximately $1 trillion and receives approximately
$20 billion in Federal Matching Funds. A 1 percent
increase in Federal Matching Funds gains Texas $200
million. According to our short-term model, this $200
million inflow will be associated with a 0.18 percent
decline in GSP growth—that will cost Texas $1.8 billion
in lost GSP in the first year. According to our long-
term model, over the course of 10 years, the 1 percent
increase in Federal Matching Funds will be associated
with a total loss of 0.62 percent in GSP. In other words,
over the course of 10 years, the $200 million inflow
in Federal Matching Funds will be gained at a cost of
$6 billion in lost GSP”'? [Emphasis by author.]

Federal Funds as a Percentage of the 2010-11 Texas Budget

Health and Human
Services:

$36.6 Billion, 55.8%

Education:

Federal Funds

$65.5 Billion

36%

$15.6 Billion, 23.8%

Business and Economic
Development:
$10.6 Billion, 16.2%

Other:

$2.8 Billion, 4%

Source: Legislative Budget Board
Note: Figures may not add due to rounding.
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Breaking through the perception
that federal dollars are “free” and
that the state needs to get its “fair
share”is vital to keeping Texas on
the path of fiscal responsibility.

Valchev and Davies go on to conclude in their research
that federal monies, even in the relatively small amount
described above, dramatically decrease economic out-
put over the short-term and the long-term because they
introduce lasting structural distortions into the recipi-
ent state government.

o Increased State Spending: Typically, the receipt of fed-
eral funds requires a state to make mandatory matching
contributions based on pre-established ratios or main-
tain a certain threshold of state spending, called Main-
tenance of Effort (MOE). The result of meeting these
federal requirements is to increase state government ex-
penditures, or at best, hold them steady.

Some may argue that the increase in state government
expenditures is justified due to the benefits that come
with it; but research has shown that, more often than
not, state governments use federal monies to fuel con-
sumption rather than investment.

In their research, Federal Aid: The Forgotten Variable in
State Policy Research, James Strouse and Phillipe Jones
show a strong correlation between federal monies and
state government consumption between 1940 to 1968."

o Declining Tax Revenue: Valchev and Davies argue that
“to obtain Federal money, the state augments its spend-
ing which expands the size of the public sector at the
expense of the private sector”* In other words, as gov-
ernment spending increases, there are fewer resources
available to the private sector—which produces income
for the public sector.

It is estimated that a “1 percent increase in Federal
Matching Funds ($200 million) will be associated with a
decline in state tax revenues of approximately $110 mil-

lion** This conclusion is certainly supported by the cur-
rent decline in tax revenue and corresponding increases
in federal aid.

o Handicapping State Decisions: Aid from the federal
government often requires a state to enact certain statu-
tory changes that conform to a set of national standards.
Enacting these proposed changes almost always has con-
sequences for a state’s ability to hold down the growth of
future spending.

For example, during the stimulus debate last year, Texas
could have been eligible for an additional $555 million
in Unemployment Insurance (UI) funds had the Legis-
lature modified state law to increase the program’s ben-
efits and expand eligibility.'s

Even though the one-time receipt of $555 million fed-
eral funds would have helped shore up a UI trust fund
deficit, the statutory changes would have been near-per-
manent, meaning a $76.5 million annual tax increase,
ad infinitum."”

In the end, the Legislature chose to forgo the $555 mil-
lion in extra federal aid citing concerns that the ongoing
costs associated with expanding the program outweighed
the short-term benefit to the state. However, Texas was
among a minority of states to reject UI funds.

Conclusion

At $65.5 billion, or 36 percent, of the All Funds budget,
federal financial aid contributes a significant amount to the
state’s budget. If trends continue on a similar trajectory, the
federal government may very well overtake state taxes as the
number one source of state revenue.

Receiving federal aid, even in small amounts, has a detri-
mental impact on the state’s economy: increases state gov-
ernment spending as officials try to maximize federal rev-
enue; leads to a decline in state tax revenue; and restricts
the ability of state lawmakers to control the growth of the
budget.

Breaking through the perception, held by some, that fed-
eral dollars are “free” and that the state needs to get its “fair
share” is vital to controlling the growth of the state’s budget
and keeping Texas on the path of fiscal responsibility. *

Texas Public Policy Foundation
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